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EDITORIAL DEPARTMENT NOTE 


The papers delivered at the Twenty-fifth International Cost Con- 
ference in Chicago in late June and the three panel discussions at 
that Conference will be published in fall in in the 1944 Year Book 
of the Association which will be mailed to all members just as soon 
as available. However, the preparation and particularly the manu- 


facture of the number of copies needed to supply the large member- - 


ship of N. A. C. A. takes time, and many of the papers delivered at 
the Conference were of such current interest that it has been decided 
to make them available to members at this time through publication 
in the Bulletin. All of the papers were of outstanding interest to 
industrial accountants; the two on contract termination published in 
this issue were selected because of the great current interest in this 
subject at the present time. 

e author of our first article, Lieutenant-Colonel Robert C. 
Downie, is District Chief of the Pittsburgh Ordnance District. After 
pg from Monmouth College and the University of Pittsburgh 

w School, Colonel Downie practiced law with the firm of Dalzell, 
McFall, Pringle and served as Corporate Counsel and Assistant Sec- 
retary of the Davo Corp. until 1938 when he became Trust Officer 
and Attorney for the Peoples-Pittsburgh Trust Co. Colonel Downie 

has been connected with the Pittsburgh Ordnance District since 
a 1940. Prior to his appointment as District Chief in Janu- 
ary of this year, he served as Deputy District Chief. In civilian life, 
Colonel Downie is President of the Peoples-Pittsburgh Trust Co., 
having been elected to that position last January. 

George D. Bailey, the author of our second article is Resident 
Partner of Ernst & Ernst in Detroit. A C.P.A. of Michigan, Ohio, 
and other states, Mr. Bailey has been active for many years in the 
American Institute of Accountants of which he is currentlf a Vice 

resident and Chairman of the Committee on Termination of War 
Contracts. In addition, Mr. Bailey has served as Chairman of the 
Institute’s Committee on Government Audit of Contractor’s Costs 
and as a member of the Committee on Methods of Limiting War 
Profits. His broad experience and close contact with the development 
of contract termination procedures makes him especially well quali- 
fied to discuss this subject. 





Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the view ex- 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 
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GENERAL TERMINATION PROBLEMS 


By Lieutenant-Colonel Robert C. Downie, 
District Chief, Pittsburgh Ordnance District, 
Army Service Forces, Pittsburgh, Pa. 


UCH has been said and written about the termination job— 
what should be done, what should not be done, and what 
must be done, to close up contracts quickly. Without presuming 
to know all the answers, it is believed that there are certain basic 
difficulties at the present time, none of which are particularly seri- 
ous and all of which will straighten themselves out if we can have 
a little patience and a little tolerance in getting this job done. 


Lack of Knowledge 


In the first place, there is a definite lack of knowledge of the 
policies and procedures to be followed in the settlement of con- 
tracts. In most cases where confusion and differences arise it is 
due to misunderstanding. The plain fact is that the manner in 
which the job is done, and the requirements that must be com- 
plied with, are not widely understood. To be sure, many people 
are familiar with the over-all problems. But, in the main, the 
mechanics of the job and the details of what must be done are not 
generally appreciated. The expeditious settlement of terminated 
contracts is 90 per cent the “know how” of how the job is done— 
the organizational setup of the War, Navy, and Treasury De- 
partments and the other procurement agencies of the Government, 
the mechanics and the details involved. The education of prime 
contractors, subcontractors, and suppliers, both by Government 
and industry, on the policies and procedures to be followed is 
absolutely essential. The Research Committee of the Committee 
for Economic Development recently issued a statement on “Post- 
War Employment and the Settlement of Terminated War Con- 
tracts,” the final paragraph of which reads as follows: 


This statement would be incomplete if we failed to point 
out that business, as well as Government, has an im- 
portant share of the responsibility for the speedy settle- 
ment of contracts. I‘ the desired objective is to be 
achieved, contractors and subcontractors must educate 
themselves fully as to established policies and procedures 
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for the settlement of terminated contracts. Prime con- 

tractors, especially, must be ready with trained personnel 

adequate for the task of dealing speedily and efficiently 

with the claims of their subcontractors. Unless business 

performs its part of the task, Government efforts to effect 

speedy settlements will be of little avail. 
Shifting Responsibility 

In the second place, too much emphasis has been placed on try- 

ing to shift the responsibility to “George.” But, we have been 
having trouble finding “George.” Both industry and those of us 
in the Government have been trying to pass the responsibility for 
this job around—trying to get somebody else to do it. Take for 
example the verification of subcontractors’ claims. You want' us 
to do the job, we want you to do the job, and both of us would 
like someone else to do the job. Much time and effort has been 
spent in trying to find some easy way to unravel this contractual 
puzzle in a different manner than it was put together. Vertical 
settlements, it is strongly urged, will bog down when we come to 
mass cancellations, and yet in the War Department over 17,000 
terminated contracts out of some 23,000 terminated up to May 1, 
1944, have been completely settled by the vertical method. Too 
often, in business as well as in life, we are prone to think that 
the grass is greener on the other side of the fence. Experiments 
are being made on over-all company settlements and these experi- 
ments may demonstrate that short cuts are feasible. Without ex- 
pressing any opinion against this method if it can be worked out, 
I can only suggest that a puzzle comes apart in the same way it 
was put together. 


“The Horse Is Not Hungry” 

In the third place, by and large, “the horse is not hungry.” This 
is the major “bottleneck” today in reaching quick final settlements. 
There are exceptions, of course, but this is generally the case. 
Industry, for the most part, has not been in any critical financial 
condition where settlements are vitally necessary for working 
capital purposes. There has been, to be sure, a lot of pressure 
from various sources on getting the machinery set up to do the 
job, particularly in some easy manner, but there has been no real 
necessity of buckling right down and doing it. 


1212 


> 








 follo 


age | 
(4) 
whic] 


no m 


woul 
and j 
will : 
Gove 
as a | 
and ¢ 
out ¢ 
must 
cept : 
Both 
willin 








N. A.C. A. Bulletin 





August 1, 1944 











What we need is (1) a clear understanding of the policies to be 
‘followed and the manner in which the job is done; (2) an ac- 
ceptance of the responsibility involved in doing the job; (3) cour- 
age to make decisions on a realistic and practical basis; and 
(4) most of all, just getting down to work and doing the job, 
which involves the details and paper work which cannot be avoided 
no matter what system may be developed. 

This job can be done in substantially the same manner that it 
n would be done in commercial business. But, unless the policies 
and procedures that are established are understood, the task ahead 
will not only seem mysterious, but it actually will be mysterious. 
Government and industry must work together. We must cooperate 
as a team in reaching prompt settlements. You must do your part 
d and carry out your responsibilities ; we in Government must carry 
out our responsibilities and do our part of ‘the job. Both of us 
































r must have a determination to do the job and have courage to ac- 
il cept responsibility for the things we do and the decisions we make. 
0 Both of us—not merely the men on the Government side—must be 
0 willing to sit under the spotlight of investigation, with the ad- 
, vantage of hindsight on the other fellow’s side. 

o 


War Department Organization 
‘ Time does not permit an explanation of the organization of the 
various procurement agencies nor even the organization of the 
War Department. Suffice it to say, the Army Service Forces of 
, the War Department is responsible for the procurement, distri- 
t bution, and supply of all weapons, equipment, vehicles, and sup- 
‘ plies for the Army, except aircraft and supplies procured by the 
Army Air Forces. The Army Service Forces is a staff organiza- 
tion, one of whose functions is to establish uniform policies and 
procedures for the settlement of terminated contracts both in the 
Army Air Forces and Army Service Forces. The operating or- 
ganizations of the Army Service Forces are the seven Technical 
Services—Quartermaster, Signal Corps, Corps of Engineers, 
Chemical Warfare Service, Transportation Corps, Surgeon Gen- 
eral, and last but not least, the Ordnance Department. Each of 
these seven Technical Services has its headquarters in Washington, 
but in order to decentralize their operations, each of them has 
established district or regional offices throughout the United States. 
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For all practical purposes, the procurement agencies of the War 
Department are these local district offices. The job of placing con- 
tracts and negotiating settlements of terminated contracts is de- 
centralized and delegated down to these offices. Our job in the 
district offices is to actually pay out the money, in line with the 
policies and procedures established by higher authority. It is these 
district offices with whom contractors, both prime and sub, must 
deal on their terminated contracts. We are on the firing line so 
to speak. We are the men who have been given the job to do. 
We are the men who will take the “rap” of criticism and blame 
for the errors and mistakes. When the pressure is relaxed and 
the spotlight of investigation is turned on, we are the men who 
may have the unhappy job of trying to justify and explain things 
we did in the interest of expeditious settlements. 


The Work of the District Offices 

Like the many jobs you may have to do, the settlement of ter- 
minated contracts is only one of the jobs we have to do these days 
in the district offices. The negotiation of new contracts, the ex- 
pediting of production, the inspection of materiel being produced, 
the renegotiation of contractors, together with the ramifications 
involved in each of these activities must be done, and done quickly 
and carefully because the war has not been won. 

In addition, our job is to close up terminated contracts as 
quickly as possible with fairness to contractors and with protec- 
tion of the interests of the Government. This termination job 
must be fitted into our organizations, the same as your organiza- 
tions, because we, too, have a manpower problem and we, too, lack 
adequate personnel to handle the work on an ideal basis. 

What we are trying to do is to handle terminations as efficiently 
as possible along with our other work, and to train and educate 
as many of our personnel as possible. When V-Day comes, we 
hope to have personnel thoroughly familiar with the termination 
work so that we can turn all of our efforts in the direction of 
prompt settlements to the end that we can quickly make final 
settlements and permit you to return to peacetime production. 


The Contracting Officer 
The job of handling terminated contracts is not easy; it is a 
difficult job at best. Legally, the “Contracting Officer” is charged 
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with the responsibility of making settlements: But, to a large 
extent, the “Contracting Officer” as the fellow who does the job 
is a myth. The Contracting Officer is only the legal representative 
of the Government. He does not discharge all the duties and re- 
sponsibilities which are placed on him by the contract. This would 
be humanly and physically impossible. What you will find in a 
procurement office is an organization for doing the job—an or- 
ganization made up of (1) a negotiating group, (2) a group en- 
gaged in the disposition of property, (3) a fiscal group engaged in 
auditing and verifying claims, (4) a legal group engaged in pre- 
paring the legal instruments, and (5) various other individuals 
who perform special duties. It is these various groups who per- 
form the duties and responsibilities for the Contracting Officer. 

In addition, a Board of Review, a Board of Settlement, or by 
whatever name it may be called, consisting of three or more top 
officials in the organization, reviews and approves settlements 
with contractors. This board, operating under the head of the 
organization, results in group judgment, eliminating action based 
entirely on the ideas of any one person and it also maintains uni- 
form procedures and practices throughout the organization in 
dealing with contractors. 

In the district offices, we, like you, must operate through people. 
No one individual can do the job. We miust delegate the job 
down to our people. We must operate as an organization. No 
job such as this, with its details and ramifications, can be carried 
on unless we clearly define (1) what is to be done, (2) who is to 
do it, (3) when it is to be done, and (4) how it is to be done. 
Written procedures must be established which outline “what,” 
“who,” “when,” and “how.” One of our most difficult problems 
has been setting up an organization and a system to do the job. 
We have had considerable difficulty. It is not easy to do and re- 
quires a great deal of planning and patience in order to get a 
system working smoothly. We cannot let people operate entirely 
on their own judgment; we must establish guides to be followed 
and lay out a uniform plan of operation. In addition, it is most 
difficult to keep people informed of the changes that are constantly 
being made. You have trouble along this line and so do we. 
People down the line easily get confused. So do the rest of us. 
With changes coming week after week, many of which necessitate 
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revisions and new procedures in the system established for doing 
the job, it is not easy to keep our people currently informed and 
“on the beam” as to how to do the job. 


The Contractor's Organization for Termination 


May I say a word about your organizations. The procurement 
offices cannot settle your cancelled contracts. You have an im- 
portant part to play. The settlement of your terminated contracts 
is one of the biggest jobs that face your organization, and you 
cannot handle it unless you establish a well thought-out plan of 
operation. At the present time, fully 50 per cent at least of con- 
tractors, both prime and sub, have made little headway in coordi- 
nating the termination job in their own organizations. All of you 
have fine organizations and have done a magnificent job in the war 
effort, but many of you have not organized, or rather reorganized, 
for the termination job. 

And may I, in all due respect, suggest that the termination job 
is not an accountant’s job. It is not a lawyer’s job. It is not a 
purchasing agent’s job. It is not a collection agent’s job. It is 
a leader’s job—a job for a strong man in each organization—per- 
haps, an accountant—who has an over-all knowledge of the poli- 
cies and procedures that are established, a determination and the 
authority to get the job done, and courage to make decisions and 
keep on going. Let me illustrate: the time and effort spent by 
some concerns, and not small concerns either, in processing small 
claims—claims, for example, of $66.63 and $77.49, from large 
subcontractors may indicate the lack of realistic approach. Cer- 
tainly, someone in the organization should establish a policy with 
respect to the types of claims to be processed. Someone should 
decide whether, in the interest of expeditious settlements, it is 
worthwhile to process small claims which, in the aggregate, would 
make no appreciable difference on the profit and loss statement. 
The last pound of flesh approach may be good for the cash regis- 
ter, but it might not be good business on a practical basis if 
industry is interested in quick final settlements. 

Accountants, of course, must prepare the figures on which set- 
tlements are based; the purchasing department or some other 
group must be organized to dispose of property; some individual 
or group must be set up to negotiate settlements, etc. All these 
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functions are essential. But, the over-all policies established in 
each organization must be controlled and supervised by a strong 
man who understands that a negotiated settlement is not based on 
mathematical precision if the facts and figures reasonably support 
the settlement that is made. 

Furthermore, the right approach or philosophy is most essential. 
This termination job is not up to the Government, despite the 
widespread attitude that prevails that the Government should do 
the job and not ask industry to accept much of the responsibility 
or work to be done. The attitude, for example, that the materials 
and work in process that are left on a contract belong to the Gov- 
ernment, so “come and get them” is not the proper approach if 
you are interested in expeditious settlements. Working together, 
we can do the job expeditiously. 

Facts and Figures Essential 

May I mention again that to a large extent the termination job 
is a matter of details and paper work. All of us would like to 
avoid these details and paper work, but they cannot be avoided 
no matter what plan is developed. The negotiation of a settlement 
is the easiest job we have. The negotiation is only a matter of 
minutes or hours at the most. But the facts and figures on which 
the final negotiation is based are time-consuming. The disposition 
of raw materials, work in process, etc., the verification of claims, 
and the settlements of subcontractors’ claims all take time and a 
lot of details. When these things have been done, and the facts 
and figures are available, the negotiation of the settlement is rela- 
tively simple. We cannot negotiate the settlement of a terminated 
contract without facts and figures, and we cannot get the facts 
and figures out of “thin air.” Our job in the procurement agen- 
cies is to protect the interests of the Government, and we cannot 
do that if we do not have the facts and figures on which to base 
our judgment. There is no easy road to success, and there is no 
easy road to closing up terminated contracts. It is simply neces- 
sary to recognize that certain things must be done, and the sooner 
we get down to work and do them the better off we all will be. 


The Uniform Termination Articles and Cost Principles 

To understand the mechanics of this job, it is necessary to be 
familiar with the policies established by the various governmental 
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agencies concerned with the termination problem. The Joint Con- 


tract Termination Board, as you know, is concerned with all as- 


pects of the termination of war contracts and settlements with 
contractors. It establishes policies and procedures to be followed 
by the War, Navy, and Treasury Departments, the Maritime Com- 
mission, the Defense Plant Corporation, and other procurement 
agencies handling terminated war contracts. This Board has pre- 
scribed a Uniform Termination Article for Fixed-Price Supply 
Contracts, termination at the option of the Government, to be in- 
cluded in all prime contracts. It has also prescribed a Uniform 
Termination Article for contractors to use in their subcontracts 
and purchase orders and has recommended its use by contractors 
to the fullest extent practicable. 

These uniform termination articles, for both prime contracts 
and subcontracts, establish a uniform method of fixing the rights 
and obligations of contractors with the Government and between 
contractors. In addition, this Board has approved a “Statement 
of Principles for Determination of Costs” in connection with ter- 
minated fixed-price supply contracts, which establishes a guide to be 
followed by the procurement agencies with contractors in the de- 
termination of costs and expenses applicable to terminated con- 
tracts. 


The Negotiated Settlement 


Under these uniform termination articles and the statement of 
cost principles, a wide latitude is provided for negotiated settle- 
ments. Simply stated, the contractor is entitled to reimbursement 
for all costs and expense properly chargeable to the terminated 
contract plus a reasonable profit on work performed. Settlements 
by the rigid formula method are to be followed only when a fair 
and reasonable settlement cannot be arrived at by negotiation. 
Profit is not limited to 6 per cent under a negotiated settlement 
as it is under a formula settlement. The negotiated settlement is 
a flexible method and is the recommended method by which prompt 
settlements can be reached by the Government with prime con- 
tractors and by prime contractors with subcontractors, and sup- 
pliers. 

The verification of claims of prime contractors and subcon- 
tractors, which involves, of course, a check to determine whether 
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the claim includes only items of costs and expense properly allow- 





on able, is covered in a War Department manual referred to as the 
ed “Termination Accounting Manual.” This Manual is a guide to 
n- be used by the War Department procurement agencies and also by 
mt prime contractors in connection with negotiated settlements but 
“= not in connection with settlements made on the formula basis. It 
sly is a guide which prescribes the nature of the examination required, 
ma such as an office review, complete audit or spot check, the extent 
™ of the verification in each type of examination, and the accounting 
“ts data and other information to be submitted by contractors in sup- 
rs port of their claims. 
Procurement Regulation 15 
ts One other basic document deserves mention. The War Depart- 
its ment has established uniform policies and procedures for the 
en settlement of terminated contracts. These policies and procedures 
nt are issued by the War Department to its various procurement of- 
T- fices in the form of procurement regulations. The regulations 
be covering terminated contracts is referred to as Procurement Regu- 
e- lation 15 (PR 15), copies of which most of you already have re- 
n- ceived. This is a rather sizable document, but remarkably concise, 
considering the complexity of the subject. It sets forth the basic 
policies and procedures to be followed in all War Department pro- 
curement offices. This regulation is available to industry so that 
of industry will know and understand the basis on which the pro- 
e- curement offices of the War Department operate in their relations 
nt with industry in the settlement of their contracts. 
d So far as I know, similar regulations have not been issued as 
ts yet by the Navy Department and other procurement agencies cov- 
ir ering terminated contracts, although appropriate rules and regula- 
n. tions will, no doubt, be issued shortly by each agency having 
at jurisdiction over war contracts. 
Ss The Contract Settlement Act 
i Within the past few days the Congress has passed the Contract 
3 Settlement Act of 1944 and there is every reason to believe that 
it will be signed. This much needed legislation will clarify a 
J number of problems, but, make no mistake about it, it will not 
. solve all of them. The Act establishes an Office of Contract Set- 


tlement with a Director in charge, and with a Contract Settlement 
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Advisory Board composed of the heads of the principal agencies 
of the Government handling war contracts, such as the Army, the 
Navy, the Treasury, the RFC, the Maritime Commission, the 
WPB, etc. 

The Director and his Advisory Board will no doubt supersede 
the Joint Contract Termination Board and will pick up from 
where that Board left off. Incidentally, I should like to say that 
in my opinion the Joint Contract Termination Board has done a 
very admirable job in trying to coordinate this job among the 
various agencies. 

The Act provides for settlement by the contracting agencies— 
not by new agencies, but by the contracting agencies. The Direc- 
tor is empowered to establish uniform. policies, procedures, and 
forms among all procurement agencies and to make them manda- 
tory, and that may be helpful. The Director may, if he sees fit, 
authorize the settlement of claims by the vertical method or by the 
horizontal method; he may direct settlement of subcontractors’ 
claims by a designated agency; and may even authorize over-all 
company settlements, if that proves to be feasible and the best 
way to do the job. The Act provides for negotiated settlements, 
and very favorable language is written into the Act with respect 
to such settlements. It provides for the payment of interest on 
claims at the rate of 2% per cent. 

Interim Financing 

If the Act is passed in its original form, it provides for interim 
financing to the extent of 90 per cent on direct costs and factory 
overhead, plus a reasonable percentage of indirect costs. It does 
not make such interim financing mandatory on the part of the 
procurement agencies. That will be a matter by regulation which 
will have to be worked out. 

The Act makes it clear that the General Accounting Office shall 
not have the right of pre-audit, and the right of post-audit only 
for fraud. 

Flexible provisions are also set up for appeals, if settlements 
cannot be worked out rather promptly with the procurement of- 
fices. There is a rather elaborate provision set up with respect to 
appeals, so if you like to play around the courts, there are all sorts 
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of opportunities to take appeals from the decisions of procurement 
agencies. 

The Act also incorporates the so-called “sixty-day rule,” giving 
contractors, both prime and sub, the right to remove and store 
property at the risk and expense of the Government, if not removed 
or disposed of within sixty days after the submission of a termi- 
nation inventory and demand for removal. The Act requires a 
physical inventory to be taken and a list of that inventory to be 
filed with the procurement agency. 


A Challenge to Industry 


I have mentioned only the highlights of this Act. On the whole, 
it is an excellent statute, but in all sincerity I would say that it is 
pretty much a challenge to industry, because it is a very favorable 
piece of legislation, and whether or not it is administered in a 
flexible manner for industry depends upon what industry does in 
submitting its claims. You men of industry have a responsibility 
under this Act that you should not overlook. 

It follows rather closely the Baruch-Hancock recommendations. 
Some changes will, of course, have to be made in the policies es- 
tablished by the Joint Contract Termination Board and in the War 
Department and the other agencies, but fundamentally the Act 
does not change in any substantial respect the policies and prac- 
tices now being followed. Until changed or superseded by the 
Office of Contract Settlement, the existing policies and procedures 
continue in full force and effect, so that we can keep on going in 
closing up current terminations. This is fortunate because it will 
prevent a stoppage in the work we are doing and give the Director 
an opportunity to set up adequate regulations for the administra- 
tion of the Act. 

The Act does not, however, cover the disposal of property nor 
make any provisions for sale or disposition of termination inven- 
tories. That is to be the subject of separate legislation, which 
probably will not be enacted for some time. It is a most difficult 
problem, one that vitally affects the economy of this nation. It 
is also closely related to the termination of contracts. 


The Surplus War Property Administration 

The selling and pricing policies to be followed by the War, 
Navy, and Treasury Departments, the Defense Plant Corporation, 
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and other procurement agencies having jurisdiction over the ter- 
mination of war contracts, are prescribed by the Surplus War 
Property Administration. The Administrator has issued specific 
rules for the guidance of contractors and contracting officers in 
the disposal of termination inventories. Generally, property is 
divided into two classifications for this purpose: first, “Usable 
property,” and second, “Property having no use except as scrap.” 
Specific rules are laid down with respect to each of these general 
classes of property. 

In addition, the Administrator has made a general distinction in 
the disposal of property based on the size of the claim of the prime 
contractor or subcontractor. Whenever the entire termination 
claim of the prime contractor or subcontractor, before disposal 
credits, is less than $10,000, the property included in the claim 
may be disposed of at the best price obtainable, regardless of the 
actual price realized or loss sustained for which reimbursement is 
made by the Government. On the other hand, whenever the en- 
tire termination claim of the prime contractor or subcontractor 
exceeds $10,000, the property included in the claim may be dis- 
posed of within certain price limits established by the Adminis- 
trator. The rules provide, for example, (1) crude or simple raw 
materials may be disposed of at “the going market price”; 
(2) sales of property, other than crude or simple raw materials, 
may be made at the best price obtainable in excess of 75 per cent 
of cost or 75 per cent of the price which the particular buyer 
would have to pay for an equivalent quantity of the property from 
a normal source of supply, whichever is lower; and if such mini- 
mum price cannot be obtained, then the property may be sold to a 
buyer who will consume it in the United States for manufacturing, 
maintenance, or repair purposes, at the best price obtainable, pro- 
vided the buyer agrees not to sell it at a profit if he does not so 
consume it. 

Within the general limits prescribed by the Surplus War Prop- 
erty Administration, the procurement agencies are urged to act 
boldly and exercise wide discretion in the prompt disposal of 
property. As stated by the Administrator, “much of the prop- 
erty involved is of such special nature, or has been processed in 
such a way, as to admit of no possibility of use in its existing 


form. There is an additional amount which might be used if time b 
fa 
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permitted an extended search for an appropriate use, or if use 
restrictions could be relaxed. The necessity for prompt clearance 
of plants severely limits the amount of effort and time that can 
be expended on such a search. It is essential to make an early 
determination that property either offers a reasonable possibility 
of sale, or should be scrapped.” The Surplus War Property Ad- 
ministration regulations further provide that sales of scrap, re- 
gardless of the method of sale adopted, shall be subject to the 
buyer’s warranty that the property will in fact be used as scrap. 
This is a mandatory requirement which makes it necessary. for 
the buyer to execute a written statement which in effect provides 
that he will either sell or use the property “as scrap either in its 
existing condition or after further preparation in accordance with 
applicable regulations of the Office of Price Administration and 
the War Production Board.” Much misunderstanding has arisen 
on this point and much resistance has been met with industry in 
executing such warranties. 


Sale of Government-Owned Property 


The Surplus War Property Administration also controls the 
sale and disposition of government-owned property, including 
property acquired by the Government in the settlement of ter- 
minated contracts. The operating agencies for the handling and 
sale of such government-owned property are (1) the Reconstruc- 
tion Finance Corporation with respect to capital and producer’s 
goods, such as machine tools and equipment, tooling, gages, com- 
pleted and partially fabricated parts, and supplies; (2) the Pro- 
curement Division of the Treasury Department with respect to 
consumer goods, such as motor vehicles, automotive equipment, 
radios, clothing, nails, glass, pottery products, etc.; (3) the 
U. S. Maritime Commission with respect to ships and maritime 
property ; (4) the Navy Department with respect to naval combat 
ships and naval auxiliaries; (5) the War Food Administration 
with respect to food; (6) the National Housing Agency with 
respect to housing; (7) the Federal Works Agency with respect 
to community facilities; and (8) the Foreign Economic Admin- 
istration with respect to all surplus war property located outside 
the United States. The assignments are based on the Standard 
Commodity Classification issued by the Government. Most con- 
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tractors will be concerned only with the Reconstruction Finance 
Corporation and Treasury Department. 

When title to termination inventories is transferred to the Gov- 
ernment in the settlement of a contract, the property is reported 
by the procurement agency to the agency handling that class of 
property (for example, the R.F.C. or Treasury Department) and 
thereafter such agency is responsible for the sale and disposal of 
the property. So that, if a contractor retains surplus property 
in storage, title to which has been transferred to the Government 
in connection with the settlement of a contract, the disposal of 
such property and the removal from the contractor’s plarit will be 
handled by the particular agency charged with the responsibility 
for such class of property. 

It is, of course, unnecessary to review the details and paper 
work required in the settlement of a terminated contract with a 
group such as this. Without question, you folks in the National 
Association of Cost Accountants are well informed on the prob- 
lems and ramifications. I would, however, like to mention a few 
of the major problems involved in this job. 


The Starting Point 


In the first place, we start off with a “Notice of Termination,” 
which informs a contractor that his contract has been terminated. 
This is the starting signal. From this point on, property must be 


disposed of, claims must be verified, subcontractors’ claims must — 


be settled, and final settlements must be negotiated. The “Notice 
of Termination,” not the filing of a claim, is the time to get 
started. Many things can be done long before a formal claim is 
filed. The disposition of property need not be held up until the 
final claim is filed. Subcontractors’ claims can be settled piece- 
meal, and it is not necessary to hold up claims of individual sub- 
contractors until final settlement of the claim of the prime con- 
tractor. Too often, the wheels are not set in motion on the many 
things to be done until the claim is filed. But, sooner or later, 
the formal claim must be filed—and whether you get your money 
sooner or later depends to a very large extent on how soon your 
claim is filed. Today, it takes, on the average, three to five months 
to get claims filed, and in too many cases nothing has been done 
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at that time in the disposal of property or checking of subcon- 
tractors’ claims. 


Removal of Government-Owned Equipment 


The removal of government-owned machine tools and equip- | 
ment in your plants is not a major problem today, as it will be 
on V-Day. At that time, and even now, if the contractor cannot 
retain or store the tools and equipment, the Government is pre- 
pared to take them out. While the prompt removal of machine 
tools and equipment from many plants will be necessary to get into 
peacetime production, yet this will not be a major problem in all 
plants throughout the United States as so many people are in- 
clined to believe. Individually, there are many plants which can 
help alleviate the storage problem if they will adopt a cooperative 
attitude with the Government rather than an attitude of dumping 
the entire problem on the Government. Free enterprise includes 
a lot of things besides a good-looking profit and loss statement. 

It is trite to mention that the Government does not have storage 
space for all the machine tools and equipment and other property 
to be stored. Wherever the contractor has ample storage space, 
or can assist us in providing storage for the tools and equipment 
in his plant for a temporary period, we expect to seek his co- 
operation. The wise contractor will figure out in advance where 
he can store the machine tools and equipment in his plant or else- 
where until the Government is able to remove them, rather than 
optimistically looking out of the window for the government truck 
to back up and take them out. The policy of the Government is 
to remove these téols and equipment promptly but, after all, it is 
necessary to be awake to the realities of the situation. 

The Disposition of Property 

The disposition of property is a difficult problem. Standard 
forms have recently been developed for the submission of ter- 
mination inventories by contractors, separate forms having been 
developed for (1) raw materials, purchased parts, and supplies, 
(2) work in process, and (3) jigs, tools, dies, fixtures, etc. 
These inventory forms, which provide for a description of the 
property, the cost of the property, and other information, are 
to be filed by contractors in support of their formal claims. They 
are also designed to serve as written statements showing the 
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property acquired by the Government in connection with final set- 
tlements. If all or any part of the termination inventory is re- 
tained or disposed of by the contractor, an appropriate credit 
for the disposal value of the property is allowed by the contrac- 
tor in his claim, and the credit values are shown in the inventory 
forms which support the claim. The contractor may have finished 
items, raw materials, tooling, gages, and work in process remain- 
ing on his terminated contracts. Finished items on the prime 
contract present no problem because they are paid for at the 
contract price and can be removed promptly. However, the dis- 
position of materials, tooling, gages, and work in process takes 
time and involves many ramifications. These materials, tooling, 
gages, and work in process may be retained by the contractor, or 
they may be sold and disposed of either as usable property or 
as scrap; and if not retained or otherwise disposed of, then title 
may be transferred to the Government. In such case, the surplus 
property will be removed if the Government has storage space 
available; if not, a storage agreement will be entered into with 
the contractor for storage of the property until it can be removed 
by the Government. The surplus property is then reported to 
the responsible Disposal Agency previously mentioned, such as 
the Treasury Department, and such agency handles the sale and 
disposal of the property, including the removal from the con- 
tractor’s plant if it is being held under a storage agreement. 


The Contractor's Accountability for Termination Inventories 


In this connection, may I mention that the accountable respon- 
sibility for termination inventories, on which full payment has 
been made in the settlement with the procurement agency, should 
not be overlooked. There is no intention of being picayune but, 
after all, you should expect to deliver up the weights and quan- 
tities for which you have been paid when the Disposal Agency 
requests you to “deliver the goods.” This is one of our perplex- 
ing difficulties today. Experience shows that it is necessary to 
insist upon verifying weights and counts in many cases. We do 
not believe that contractors are dishonest or that they are trying 
to “load their claims.” But, we know that discrepancies do occur. 
We know that you, too, operate through people. To illustrate, 


- when a claim included 59,000 feet of an item but there was only 
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55,000 feet upon being checked out, the difference was $3,200; 
when a claim included 102,000 pounds of an item but there was 
only 95,000 pounds when disposed of, the difference was $5,300; 
when a claim covered a piece of equipment said to be 90 per cent 
completed and a charge of $7,200 was made against the full price 
of $7,500, and it developed that the machine was only 30 per cent 
completed, the difference could hardly be sustained as “trivially 
inconsequential.” Our job is to protect the interest of the Gov- 
ernment, and you should expect to “deliver the goods” for which 
payment has been made. 

The privilege extended to prime contractors to store property 
at the expense and risk of the Government when not removed 
by the procurement agency within 60 days after a termination in- 
ventory is filed and demand for removal is made, has not been 
extended to subcontractors. Thus, the Government does not as- 
sume risk of loss or expense of storage of subcontractors’ prop- 
erty when and until the property is removed by the Government 
or a storage agreement is entered into. 


The Job to Be Done 


So much for the general policies as to what can be done. The 
big problem is what will be done. If contractors and the procure- 
ment agencies pursue a vigorous policy of finding other uses for 
property and disposing of it wherever possible,-much time can 
be saved in making final settlements. At the present time, every 
effort must be made to divert these inventories to other uses in 
the war effort. This requires a reasonable amount of circulariza- 
tion. I realize there are some unusually “hard” cases like the 
Ford Motor Company situation, but for the great majority of 
plants, the job is roughly this: raw materials present no great 
problem ; if they cannot be disposed of, title will be taken in the 
Government. The disposition of tooling and gages is not par- 
ticularly burdensome. If they are standard and there is no other 
use for them, title will be taken in the Government. If they are 
special, and there is no other use for them, they should be and 
ordinarily will be scrapped. Work in process, however, is the big 
difficulty. At the present time, the great bulk of Ordnance work 
in process has a value only as scrap. When V-Day comes, work 
in process in the great majority of cases will have no commercial 
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use on a profitable basis. Work in process which has a value 
only as scrap should be scrapped. It is the price we must pay for 
the birth of Mr. Hitler. It should not be removed from the con- 
tractors’ plants and placed in government warehouses, nor should 
it be inventoried, boxed, and stored by contractors in their plants 
for the account of the Government. To remove property which 
has no value except as scrap from a contractor’s plant to a gov- 
ernment warehouse, or to inventory, box, and store it in a con- 
tractor’s plant for the account of the Government, is a great 


economic waste, and does not benefit the contractor and will not. 


expedite settlements. 


Courage and Hard Work Required 


The disposition of property takes courage and a lot of hard 
work, It takes intestinal fortitude to authorize the sale of steel 
rounds at $40 a ton which cost $74 a ton, even though this was 
the best price obtainable because the market was flooded. It takes 
guts to authorize the sale of tubing at $45 a ton which cost $135 
a ton, even though this was the best price obtainable and the buyer 
lost money in resizing it. It takes courage to scrap $110,000 of 
special cutting tools, etc., at less than one-half of one per cent 
of the cost. It takes guts to scrap $200,000 of finished and par- 
tially fabricated parts and fix a scrap value of $38. If those 
of us on the Government side are going to have courage to au- 
thorize sales of property at sacrifice prices and not take the easy 
way by merely taking title in the Government, we expect industry 
to do its share in helping to obtain the best prices obtainable. 
Furthermore, if we are going to scrap surplus materials, tooling, 
gages, and work in process, we expect industry to accept its re- 
sponsibility and see to it that such property is actually scrapped 
in line with the policy of the Government. We do not establish 
policies in the procurement agencies; we merely try to carry out 
established policies. 

If property is not retained by the contractor and cannot be dis- 
posed of, the policy is to take title in the Government. But tak- 
ing title in the Government should be the last step and not the 
first step in the settlement of a claim. Contractors should make 
every effort themselves to use the property, or to dispose of it 
if they cannot use it. Property which has no value except as scrap 
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should be scrapped. If a determined effort is‘made to find other 
uses for property and dispose of it, or scrap that which has no 
value except as scrap, and turn over to the Government only that 
which cannot be disposed of or should not be scrapped, settle- 
ments will be expedited and a great economic waste avoided. Let 
us hope that this job does not degenerate down to merely taking 
title in the Government. It can very quickly unless industry and 
those of us in the Government give more than lip service to the 
word “courage.” 


Subcontractors’ Claims 


The settlement of claims of subcontractors is another important 
problem. By and large, subcontractors have not known what 
to do. Prime contractors have not told them. Neither have we. 
Nor have subcontractors found out for themselves. No one is 
necessarily to blame. As prime contractors become more familiar 
with contract terminations and establish adequate systems in their 
own organizations, much better results in the settlement of sub- 
contractors’ claims will be accomplished. Recent experience shows 
that much progress is being made along this line. 

The procurement agencies of the War Department may extend 
authority to prime contractors, as well as to down-the-line sub- 
contractors, to make complete settlements of their subcontractors’ 
and suppliers’ claims, where the entire termination claim of each 
subcontractor or supplier, before disposal credits, is less than 
$10,000. Contractors, in such cases, will have full power to au- 
thorize the disposal of property by their subcontractors and sup- 
pliers at the best prices obtainable, regardless of the disposal 
value or loss sustained, without approval of the contracting of- 
ficer. Of course, the procurement agencies must first find that 
the contractor has established an adequate system for reviewing 
the claims of the subcontractors and suppliers and for examining 
the credits allowed by them covering the disposal of property al- 
located to the claims. Many prime contractors have been reluc- 
tant to accept this responsibility, because they prefer the stamp 
of government approval to avoid the possibility of criticism. At 
the present time, at least 50 per cent of the contractors have no 
system at all for such purpose, but with patience and a little bet- 
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ter understanding of the job involved, this matter can be worked 
out. 


The Prime Contractor's Responsibility 


In making such review and examination, contractors are “held - 


to the same degree of care that a business man would employ 
in the conduct of his own affairs, but will not be required to 
warrant the accuracy of the statements contained in the papers” 
reviewed or examined. The certifications to be made by con- 
tractors on such claims do not commit them to do anything more 
than an ordinary prudent business man would do. Certainly, the 
Government expects a contractor to be at least an ordinary pru- 
dent business man. An office review, at least, of the claim and 
supporting papers submitted by the subcontractors and suppliers 
is required by qualified personnel of the contractor, Whether or 
not a spot-check of certain items in the claim, or even a complete 
field audit, is required by the prime contractor in certain cases 
depends, of course, upon the nature and complexity of the claim, 
the integrity of the subcontractor, and the indication of other facts 
which would show that an improper claim has not been filed. 

On claims of subcontractors and suppliers in excess of $10,000, 
the primary responsibility for checking the claim is upon the 
prime contractor in the same manner as above mentioned. The 
procurement agency may verify the claim independently, and 
usually will, if it is a large claim or one that is complex. Like- 
wise, the disposal of property on such claims is subject to the ap- 
proval of the contracting officer. This involves a great deal of 
paper work back and forth between the procurement agency, 
the prime contractor and subcontractor, but the progress being 
made in the settlement and verification of subcontractors’ claims 
is encouraging. 
Progress in Speeding Settlement of Subcontractors’ Claims 

Much progress is being made in the War Department in speed- 
ing up the handling of subcontractors’ claims. For example, 
among the 13 Ordnance Districts, we generally follow the prac- 
tice of referring a subcontractor in another District to the other 
District for complete handling. The District in which the prime 
contractor is located delegates all phases of the subcontractor’s 
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claim to the District in which the subcontractor is located, with 
the result that all of the details—the verification and property dis- 
posal—are handled in the same locality as the subcontractor. 
This system is improving gradually with splendid results. 























Id ; Oe Se : 
oy Also, where we have a subcontractor in one District. making 
to components for prime contractors in several other Districts, we 


fe refer the matter to the District in which the subcontractor is lo- 
cated. This District office approves the allocation of charges, 
‘expenses, etc., among the various prime contractors, approves the 
disposal of property, and certifies to the various prime contractors 
the part of the claim applicable to their particular contracts. 


Reasons for Delay in Settling Subcontractors’ Claims 


The delay in the settlement of subcontractors’ claims is not 
so much the system for doing the job as it is the time required 
to correct things that should not have been done. Many con- 
tractors do not seem to understand what can and cannot be al- 
; lowed, and until they take the time to find -out, they cannot ex- 
pect prompt results. Many subcontractors seem to think they 
can “get away with” supplying the necessary data to support 
their claims; or that cost information is a lot of nonsense; or 
that the tax collector will pick up any over-charge anyway; or 
that the rules laid down do not apply to them because they are 
not prime contractors. Subcontractors have a large part to play 
in helping themselves to obtain expeditious settlements. Including 
in a claim tooling charges which have already been charged off 
or used on other work; including items of a capital “or semi- 
capital nature previously charged off as expense ; allocating burden 
and overhead in utter disregard of the established method of 
handling such items and without any explanation as to the basis 
for such deviation, are examples of common causes for delay. 

We are not playing a game to see how much you can get and 
how much we can knock off. All we want is a claim for every 
cent you are entitled to—and no more—submitted in accordance 
, with the policies established. We, on the Government side, must 
not be picayune or sharpshooters, but you, on the other side, 
must include only items that are properly allowable as cost and 
profit and support your claims with sufficient data, so that we 
on the Government side can understand why your claim is fair 
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to you and to the Government. After all, we in the Government 
do not know all the answers about your business and your method 
of operation, and we do appreciate good salesmanship in educating 
us on your problems. 

Let us remember that the American taxpayers will not object 
to negotiated settlements if we keep a clean house and throw 
our settlements into an open bowl where they can be examined 
without fear of criticism. And, may I repeat that free enter- 
prise involves responsibilities as well as privileges. 

The most important thing is the approach to the job to be done. 
I commend to any subcontractor an article on “Subcontractors’ 
Problems” by Henry C. Perry, Treasurer of Heywood-Wakefield 
Company, which appeared in a recent publication of the Con- 
trollers Institute. Let me quote two excerpts from that excellent 
article : 

A battle of wits and the slide rule process are sub- 
ordinated to recognition on the part of both (the sub- 
contractor and the prime contractor) that technicalities 
and a desire to obtain the last pound of flesh are the 
customary reasons for delay in all such negotiations. . . . 
Negotiated settlements are a problem only if you make 
them so. If you use the ordinary methods of business 
procedure, those involved in the customary practices of 
your Purchasing, Production, Engineering, and Collec- 
tion Departments, and introduce a little sales psychology 
as well, there is every reason to expect the average suc- 
cessful result. If you resist and haggle about the tech- 
nicalities of Governmental procedure, particularly those 
over which your Prime Contractor and your Contracting 
Officer have no control; if, in fact, you adopt the “smart 
aleck” complex, and the padding of claims, along with 
this slide rule philosophy, then you should expect the 
results that go with the contentious and controversial 
treatment of an ordinary business transaction. It is your 
job to decide which course to take. 


The Verification of Claims 


The verification of claims by the Government is not particu- 
larly difficult; it just takes time. We make either an office re- 
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view or a field audit. An office review is merely looking over the 
claim papers that are submitted and determining from the face of 
it whether or not the claim appears to be in order. A field audit, 
on the other hand, necessitates an investigation of the books and 
records of the contractor. An office review is popular with con- 
tractors, as you can well understand. But, an office review is 
not sufficient in many cases, and usually not on the first cancelled 
contract. How can we protect the interests of the Government 
and determine that the claim includes only the costs and expenses 
- properly allocable to the contract if we do not know how the 
} contractor submitted his claim? 

Experience shows that claims are being settled at about 75 per 
cent, on the average, of the amount originally filed. In other 
words, certain items are allowable as cost and expense, and 
certain other items are not allowable. We cannot determine 
whether the claim is fair and proper unless we know the con- 
tractor’s accounting system and the method that he follows in 
submitting his claim. What we try to do is this: on the first 
cancellation with a contractor, we make a rather complete audit . 
of his claim and review with him the various items that are al- 
lowable and not allowable in connection with the settlement. At 
the same time, we get a picture of the contractor’s accounting 
system and determine whether or not his claim is submitted in 
accordance with recognized accounting practices. With this in- 
formation and with the contractor understanding what can and 
cannot be allowed, we have little difficulty on subsequent can- 
cellations. Field audits are not necessary on subsequent cancella- 
tions except to spot check certain elements of cost and expense. 

In many cases, we can determine from an office review that the 
claim as filed is proper. When mass cancellations come, we fully 
. expect that complete field audits will not be necessary in very 
many cases, (1) because of the information we have obtained 
during the current terminations, and (2) because of the under- 
standing that contractors will have as to what can and cannot 
be allowed. When that day comes, we fully expect to process the 
great majority of claims either by an office review or by spot 
checks of certain items of cost and expense. - 
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Let Us Work Together si 
All of us are interested in prompt reconversion on V-Day. % 
One of these days, soon we hope, but not too soon we fear, the 
“horse will be hungry”—hungry for working capital to get peace- A 
time capital and consumers’ goods on the market ahead of, or at 
least along with, your competitors. The termination job is a big unc 
job. Sometimes the magnitude of the big cases, or the unusually Ge 
difficult cases, lead us to believe that all cases fall into the same prc 
category. This, of course, is not true. The great majority of tler 
claims, and in fact most claims, can be settled expeditiously if lar} 
we buckle down to the job, understand how it is done, and have spc 
courage to get it done. Let us both share the responsibility and lon 
the job. Let us not get so bogged down with fear, lack of under- for 
standing, and technicalities that only a limited few, who are fear- all 
less, well-informed, and determined to reach quick final settle- sot 
ments, get to the peacetime market first. Let us not expect either cla 
industry or the Government to do the whole job. Let us work pel 
together. Let us have patience and tolerance, with fairness and me 
simple honesty on both sides. And most of all, let us get down po: 
to work and plough through the details and paper work which is du 
the hard way but the only way, in the final analysis, that the job . wt 
can be done. In short, let us get the job done and curse Hitler ) 
the rest of our days for the confusion and difficulties involved Ey 
in the wilderness of total war. And, may we remember that ing 
when we cease to have confusion, we need not worry about wt 
democracy because we will not have it. After all, democracy and ph 
free enterprise are what men have been fighting and dying to of 
preserve in this country. tre 
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COST PHASES OF WAR CONTRACT TERMINATION 


By George D. Bailey, Partner, 
Ernst & Ernst, Detroit, Mich. 































A‘ long last, the country has legislation for dealing with war 
7 contract terminations and claims for reimbursement there- 
: under. It has been a long time in the making, but the Murray- 
George-Walter Bill as finally passed by Congress will, I believe, 
prove to be a good law, under which prompt, fair, and final set- 
tlements of termination claizns can be made. Congress, particu- 
larly those Senators and Representatives who have had the re- 
sponsibility for developing this legislation, has worked hard and 
long in studying a most complicated problem, and deserves credit 
for the result. Now all the plans that have been in the making, 
all the tentative procedures that have been developed, all the les- 
sons that have been learned in the actual practice of settling 
claims, can be brought together to provide for procedures that will 
permit the maximum speed in the preparation of and the settle- 
ment of claims or settlement proposals. The legislation makes it 
possible to have uniform procedures for all services, to avoid 
duplication of effort, and to give the flexibility of treatment 
‘ which is so greatly needed if settlements are to be made promptly. 

I am going to deal only with cost phases of termination claims. 
Even ‘there I shall have to avoid related discussions of account- 
ing and auditing and detailed discussions of many costs, all of 
which are very tempting. I propose to deal with the underlying 
philosophies and basic rules of cost allowance and with a few 
of the individual cost problems which seem to me to be most illus- 
trative or most controversial. 


Comptroller General 


No plans with respect to accounting or costs could be made 
with finality until it was clear what would be the position of the 
Comptrolier General and his General Accounting Office. If no 
settlements were to be final until approved by him, then substan- 
tial changes would have been required in procedures already de- 
veloped and in the amount and kind of data required. The new 
legislation has finally settled that question. The Comptroller Gen- 
eral and his General Accounting Office are given the responsi- 
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bility of investigating settlement procedures and settlement poli- 
cies and reporting thereon to Congress, but are not given any 
responsibility or authority over the determination of the amount 
of the claim to be allowed. This puts the Comptroller General 
in much the same position as that of an independent public ac- 
countant in his traditional capacity, who examines methods and 
procedures and the care with which those methods and pro- 
cedures are carried out, and reports thereon to the Board of 
Directors but is not expected to pass upon the wisdom of ad- 
ministrative decisions. This final decision seems to me to be wise. 
The Comptroller General can operate on that basis, and the pro- 
tection which that basis gives is very great. 


Negotiated Settlements 


The new legislation gives specific authority for the settlement 
of claims by negotiation. While the negotiated settlement is an 
agreement between the Government and the contractor on the 
amount of the claim, the amount is not developed in a vacuum. 
Under proper procedures there will be a great deal of data avail- 
able for the consideration of both parties. But before a claim 
can be negotiated it must be filed. And the preparation of a 
claim, generally speaking, involves factors of accounting and cost 
determination. Therefore, while the settlement when negotiated 
may vary from a formula, the claim itself must be prepared with 
reasonable observance of a cost formula. It must also be pre- 
pared in some detail and with such explanations as seem appro- 
priate in the circumstances. Thus, in all but the very simple 
claims, accounting and cost determinations will play a dominant 
part in termination settlements. 


Basic Definition 

The basic definition of cost is contained in the “Statement of 
| Principles for Determination of Cost Upon Termination of 
Government Fixed-Price Supply Contracts,” which was «pproved 
by the Joint Contract Terminatoin Board under date of Decem- 
ber 31, 1943, and incorporated in the Uniform Termination Ar- 
ticle released by the Baruch-Hancock group on January 8, 1944. 
This statement in most particulars had been developed over a 
period of time by the various services working together and after 
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its publication it was accepted by Congress as a proper basis of 
cost allowance. It is to be expected that under the new legislation 
it will be continued as the basic statement. Accountants have 
been almost unanimous in the belief that it would be unwise to 
incorporate too detailed a definition of costs within the legisla- 
tion itself, and they will be glad to see that the legislation has de- 
fined costs in broad terms and left more detailed definition to the 
rules and procedures to be issued by the new Director and the 
services, This permits opportunity for elaborations or changes in 
emphasis in definitions as practical experience shows such changes 
to be advisable. 

It is necessary that there be uniformity of cost interpretations 
among the various government procurement agencies. I assume 
that there will be continued, in substantially the same form, the 
Subcommittee on Costs of the Joint Contract Termination Board. 
This subcommittee on costs is now made up of representatives 
of the various services, under the chairmanship of Commander 
J. Harold Stewart, a man of wide experience in public account- 
ing, and includes other men who have a thorough understanding of 
cost accounting theory and practice. This subcommittee has been 
working on a number of cost interpretations and, if it is continued, 
it can be expected to carry out a policy of issuing cost interpre- 
tations from time to time, not only to clear up individual points, 
but to provide critcria by which other points can be decided. 

The reference to costs in the Murray-George-Walter Bill is 
that the contractor shall be given fair compensation, including 
such profit on the preparations made and work done for the ter- 
minated part of the contract as is reasonable under the circum- 
stances. It provides that each contracting agency shall establish 
methods and standards suitable under the conditions of the vari- 
ous war contracts for determining fair compensation on the 
basis of actual, standard, average, or estimated costs, or of a 
percentage of the contract price based on the estimated percen- 
tage of completion of the work under the terminated contract, or 
on any other equitable basis that is deemed appropriate. To the 
extent that such methods and standards require accounting, they 
shall be adapted as far as practicable to the accounting systems 
used by the war contractors, if consistent with recognized com- 
mercial accounting practice. 
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Again, it is provided that the Director may provide for the in- 
clusion or exclusion of costs in accordance with recognized com- 
mercial accounting practice. 

If the Statement of Cost Principles above referred to continues, 
as I expect it to, there is a further general statement of cost as 
follows: 


General Principles: The costs contemplated by this 
Statement of Principles are those sanctioned by recog- 
nized commercial accounting practices and are intended 
to include the direct and indirect manufacturing, selling 
and distribution, administrative and other costs incurred 
which are reasonably necessary for the performance of 
the contract and are properly allocable or apportionable 
under such practices to the contract (or the part thereof 
under consideration). 


Recognized Commercial Accounting Practices 

The important part of the general definition, it seems to me, 
is the principle of allowance as costs of those which are sanctioned 
by recognized commercial accounting practices. If the term “rec- 
ognized commercial accounting practices” means anything, it 
seems to me it must mean costs incurred by the contractor in good 
faith in the conduct of his business. Thus it rules out any such 
narrow interpretation of applicable costs as has been followed 
under accounting for cost-plus-fixed-fee contracts. The term im- 
plies, I believe, recognition of the same kind of expenses for 
termination claims as is generally recognized for renegotiation, 
subjeet, of course, to some specific limitations and to tests of 
reasonableness. This is entirely sound. The contractor, under- 
taking and working on a contract he expected to complete, en- 
tered into various kinds of expenses which he believed necessary 
or advisable to carry out the contract, or which he thought were 
necessary to keep a business going so that it could operate on 
government contracts or any other business. When a contract is 
terminated the contractor loses the revenue that he expected to 
earn to cover all these expenses. It is only fitting, therefore, that 
upon termination his reimbursement of costs should provide for 
all the general business expenses, in proper proportion. The 
specific cost discussions contained in the Statement of Cost Prin- 
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ciples show clearly that this is the intent, as does the separate 
sentence of the law already quoted. 


The term “recognized commercial accounting practices,” how- 
ever, requires some further analysis. There is, of course, no 
such body of cost accounting authority as would give specific 
answers to all problems. In fact, the broad principle of cost al- 
lowance is probably merely the equitable application of direct 
costs and proration of joint costs. But the term does mean, I 
believe, that the determination of what are recognized commer- 
cial accounting practices must be on an objective basis. It cannot 
be merely on the basis of what a few government men think 
ought to be, nor can it be merely on what a contractor thinks 
ought to be. The determination must be made on the basis of 
what a representative group of experienced cost accountants 
would consider to be fair. This term does put the Government 
in a position where it cannot go contrary to generally accepted 
sound practice. It puts the contractor under the same restrictions. 
The use of this term, it seems to me, requires that the interpre- 
tations issued by the aforementioned subcommittee on costs con- 
sider outside opinions. So far that subcommittee has gone to 
considerable length to obtain opinions of accountants outside the 
Government before coming to any conclusions. 


Contractor's Own Accounting 


Both the legislation and the Statement of Cost Principles pro- 
vide that the accounting methods and systems of the contractor 
shall be given great weight. The law provides in addition that 
they must be consistent with recognized commercial accounting 
practice. Obviously this does not mean that the contractor’s own 
cost accounting will be accepted without applying outside ob- 
jective tests as to whether the method of accounting does in fact- 
provide reasonably accurate costs. It seems to me that the gen- 
eral effect of this is to require that the cost and accounting prac- 
tices of the individual contractor must be tested against gener- 
ally recognized practices. This test is particularly important be- 
cause cost systems generally have been devised for a peacetime 
product and to provide information for the management, and 
have not been concerned with providing information for outsiders. 
They customarily have not dealt with all the costs that will be 
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allowable upon termination. In many cases it was not required 
that they be accurate in the allocation of joint costs between de- 
partments or between products. Standard costs, in some cases, 
were not customarily tested against actual cost, nor were the 
standards often set on the basis of total anticipated costs. All 
this means that the cost accounting system of the contractor will 
have to be examined from the standpoint of whether it does re- 
sult in a determination of the total costs and whether the alloca- 
tions of joint costs are made upon a basis which would be ap- 
proved by a group of trained cost accountants with an objective 
approach. 

The whole philosophy of termination procedures is to provide 
equitable and fair settlements. On that basis I feel confident 
that accounting systems and records which are essentially fair 
will be accepted, and that they will not be condemned because of 
technical imperfections or the absence of meticulous detail. 


Forms 


Forms have been prescribed by both the Army and the Navy 
for the preparation of claims for presentation to the respective 
departments. The difference between the two is not great and it 
is to be hoped that that little difference will be resolved by the 
new office of Director of Contract Settlement. ‘Che forms are 
rather specific. There is no need to discuss them in detail at this 
time since many of you are familiar with them and copies are 
now available. 

Claims prepared by subcontractors for presentation to prime 
contractors will probably have to be prepared on these or similar 
forms if the claim is at all complicated or large. Thus it is im- 
portant for each contractor to examine these forms at an early 
date to see whether the information called for can be supplied 
by his records. 


The Subcontractor 


At the present time the claims of the subcontractor are the 
responsibility of the prime contractor. The settlement channels 
are the same “1s procurement. The machinery so far developed 
provides for clearing subcontractors’ claims only through prime 
contractors. Nevertheless, the procurement agencies retain for 
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themsevles the right and responsibility of examining any claims 
of subcontractors that appear to need examination. The agencies, 
of course, must be consulted with respect to the disposition of any 
tangible assets connected with the subcontractors’ claim. Recently 
some procurement agencies have been authorized to delegate to 
prime contractors complete authority to settle claims of subcon- 
tractors under certain amounts to be specified, but not to exceed 
$10,000. Such authority is being granted to contractors who are 
able to demonstrate that they have the machinery, the personnel, 
and the knowledge to settle claims of subcontractors on an in- 
telligent basis. This is an important delegation of authority par- 
ticularly when it comes to dealing with the small claims under 
$1,000 which constitute a majority of all subcontractors’ claims. 

The new legislation provides the legal authority for direct set- 
tlements between subcontractors and the Government and for 
group settlements and company-wide settlements. Since the nec- 
essary legislation has just passed, the detailed regulations under 
which such direct settlements may be made have not yet been 
issued. It seems safe to say that procedures will be authorized 
which will permit the use of direct settlements in cases where they 
are clearly appropriate, will permit the use of company-wide 
settlements when there is justification therefor, and will give 
authority for one service to settle claims for all services in one 
single plant or company. Already procedures are being tried out 
where government representatives are placed in important plants 
for the purpose of providing accounting and other termination 
data for any prime contractor or service interested, thus avoiding 
duplicate examinations and investigations. 


Physical Assets 


One of the first things to be done upon termination will be to 
take a physical inventory of all the tangible items connected with 
the terminated contract or with respect to which a cost may be 
included in the claim. This calls for careful advance planning, 
with respect to which you will hear more from other speakers. 
But it seems appropriate for me to mention that the inventory 
should include not only productive material but also expense ma- 
terials and facilities, including any facilities on which partial 
or complete loss is to be claimed as a result of the termination. 
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' Total Cost Versus Inventory Basis ft 
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The regulations so far developed provide that the contractor 
: : : : : : Adv 
may select either a total cost basis for his claims or an inventory 


: , a : ‘ cost: 
basis. The total cost basis permits inclusion of all costs incurred 
up to the date of termination and the allowance of a reasonable 


profit at a rate indicated by the portion of the contract already <i 
completed ; from this would be deducted, of course, the payments ch 
that have already been received or are to be received for com- 





pleted articles delivered. Theoretically, this would require only 3 
the listing of the tangible assets without pricing, though it is oaté 
probable that in actual practice pricing will be requested. This 

method will probably be most useful for contracts in the early ef 
stages of production, contracts which have been difficult to get asd 
into smooth production and contracts which involve difficult prob- aie 
lems of repricing or redetermination. Where the profit on de- tor 
livered articles is large, this method will provide a measure of oie 
preliminary renegotiation, particularly if an over-all ceiling of 6 ea 
per cent for profit is applied, since the profit already taken would ‘sth 
be credited against the total profit to be allowed. 

The inventory basis probably will be the one most generally ; Ye 
used. It will start with listing the inventory, pricing it at cost tin 
in accordance with the company’s usual procedure, and then adding ad 
té that cost the proper part of the expense items which are not all 
included in the factory cost but which are properly allowable. - 
The profit received on finished articles already delivered would of 
not affect the calculation of the claim. P 

There are many cases in which the total cost method will be 
found to be preferable to the inventory basis, and contractors ™ 
should make a careful study to determine in advance which mi 
method is the better. si 
Advance Decisions it 

There are a number of accounting and cost matters on which al 
agreement can probably be reached with the Government in ad- P 
vance of actual termination. For many companies there will be tt 
doubt as to whether the accounting system will provide adequate S 
information for termination needs. Where that doubt exists, it : 
should be possible to confer with a termination representative 
of a procurement agency and to have him review the adequacy - 
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of the records and the soundness of the policies being followed. 
Advance approval ought to be obtainable on allocation of joint 
costs, information needed on inventory, how to treat the initial 
expenses, and selection of total cost method or the inventory 
basis. In addition, there might be advance approval on the dis- 
position of tangible assets, the entice costs of which are to be 
included within the claim and with respect to which the Govern- 
ment may have certain property rights. Lastly, it seems to me 
extremely important that there be advance discussion of the allo- 
cation of and propriety of termination expenses. Where a com- 
pany has a termination department which devotes all of its time 
to termination problems, the cost thereof after termination can 
undoubtedly be handled by proration. But even so, there will be 
areas of doubt such as costs incurred when the activities of the 
termination department are being directed to problems of contracts 
not yet terminated as well as to terminations already made. There 
can well be advance decisions on the proper proportion of admin- 
istrative expenses to be included in termination costs. For com- 
panies which do not have a separate termination department, the 
difficulty of determining how much administrative or clerical 
time is being devoted to termination is so great as to suggest that 
advance negotiation of this problem is highly desirable. Arbitrary 
allocations of administrative expense are not ordinarily auditable 
and for that reason provide difficult areas for government ap- 
proval. 

Costs of termination are not an integral part of the costs in- 
curred up to the date of termination. They are allowed to the 
contractor only because of specific provisions in the law or con- 
tract. That being so, post-termination costs must be strictly 
within the regulations or the agreement. Generally speaking, 
it can be assumed that the test of the propriety of items to be 
allowed as post-termination costs will be a strict one. It will 
prove helpful, I am sure, if termination costs are segregated on 
the books. 


Specific Cost Items 


The Statement of Principles for Determination of Costs Upon 
Termination of Government Fixed-Price Supply Contracts, to 
which I have frequently referred, brings out and discusses a 
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number of specific classes of costs as to their inclusion in or ex- 
clusion from the claim. These are important not only for the 
light they shed on the general interpretation of the broad clauses 
in the basic definition but also because they deal with perplexing 
problems deemed sufficiently important to require some special 
comment. In addition, the practices of the services to date shed 
light on the type of item which is likely to be allowed or dis- 
allowed. I will therefore discuss briefly some of the special 
points included in the Statement of Principles as well as some 
of the special policies of allowance or disallowance as they appear 
to have been worked out by the procurement services. 


Direct Charges Versus Overhead 

There will be many cases in which charges which are properly 
allowable considered by themselves will have to be related to 
the treatment of overhead. Some items will be so specific and 
unusual that they can not be considered to have been in the over- 
head rate either through the item itself or through the inclusion 
in the past of other special items. On the other hand, there will 
be items which have been included in overhead and have had a 
bearing on fixing the overhead rate which can not be applied as 
specific items without adjustment of the overhead. In this latter 
group, one of the most perplexing is the matter of handling 
charges. These are customarily included in factory overhead and 
in many cases are not fully identified since the charges may ex- 
tend considerably beyond the receiving department or other de- 
partments whose expenses are customarily kept separately. Hand- 
ling charges to a very large extent arise at the early part of the 
contract, and yet when they are considered as part of overhead 
they are applied only in relation to all of the manufacturing 
process. Thus, for a contract terminated in the very early stages 
of the manufacturing process, the handling charges might have 
all been expended and yet there would be little, if any, produc- 
tive labor against which to spread that overhead expense. It 
is not uncommon to find that a reasonable allowance for handling 
charges on raw material exceeds all of the factory overhead that 
is included in the claim on the basis of application of the overhead 
rate to direct labor. 
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It is very difficult to lay down any specific procedure or to give 
a categorical answer to the proper method of dealing with hand- 
ling charges but it does seem quite clear that handling charges 
must be carefully considered in the light of all the surrounding 
circumstances in order to arrive at a fair amount to be included 
in the claim. Ordinarily the treatment of factory overhead in 
the preparation of a termination claim must be considered in the 
light of the company’s practices and after study of the basis 
upon which the overhead rate has been determined. 


Common Items 


Contractors have been quite concerned about the problems pre- 
sented by inventory items common to several contracts, only some 
of which may have been terminated. These common items include 
finished assemblies, partly processed materials or raw materials 
and purchased parts, and include as well the commitments that 
have been made to suppliers for raw materials or for manufac- 
tured parts. The Statement of Principles is quite brief on this 
point and gives authority for the inclusion of common items 
but does not discuss the methods of determination. It would be 
entirely consistent with the basic philosophy of the termination 
procedures if the contractor’s own records with respect to the in- 
tended use of common items were given considerable weight. 
Many. contractors’ records show the specific contract involved 
when orders for processing are released to the contractors’ pro- 
duction departmerts, when delivery orders are given on raw 
materials, or when orders for raw or processed materials are 
given to vendors. In the absence of adequate records, of course, 


' the allocation will have to be made on some sort of a reasonable 


proration in which it may be possible or necessary to consider the 
period of time normally required for procurement and fabrication. 

With respect to materials not clearly indicated as applicable 
to the terminated contract, it is probable that the procedures will 
require an allocation to the reasonable needs of unterminated 
contracts and that only the amount not so required will be con- 
sidered for the terminated contract. The difficulty of that treat- 
ment would be to determine whether the amount to be assumed 
by the Government would be at the low end of the production 
scale or at the higher end. It might be to the Government’s ad- 
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vantage if the unallocated material considered to be applicable 
to the Government were assumed to be from the most recent 
purchases or most recent commitments. There is some merit in 
that position. On the other hand, there seems to be considerable 
danger in any arbitrary allocation of the most processed items 
to the unterminated contracts. A general allocation of material 
by classes would ordinarily be safer and probably more equitable. 


Depreciation and Loss on Facilities 


The definition of depreciation appears to be broad enough to 
conform: with the usual commercial practice followed in estab- 
lishing depreciation rates, namely, to provide not only for wear 
and tear, but also normally anticipated obsolescence due to prog- 
ress in the arts. Ordinarily, depreciation rates taken on the com- 
pany’s books would be compelling, but the rate would have to 
be checked against rates taken for tax purposes and the rates nor- 
mally taken before the war period. Consideration undoubtedly 
will be given to any increase in normal rates for increased use, 
but this increased basis again would need to be compared with 
what was being allowed or expected to be allowed for income 
taxes. Depreciation as such does not include the five-year amor- 
tization of emergency war facilities, as this amortization is to 
be allowed, if at all, only in the consideration of loss of useful 
value. Ordinarily a pro-rata part of a loss of value of a facility 
purchased especially for the contract, for example, would be al- 
lowed. This loss in value would have to be prorated over the 
terminated contracts and other contracts on which the facility 
had been used. This general rule, however, is subjéct to two 
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other limitations, one of which is that recovery cannot be made * 


to a greater extent than the adjusted tax basis immediately prior 
to termination, and, second, that recovery shall be permitted only 
on condition that the contractor protects the interest of the Gov- 
ernment by transfer of title to the facilities or by other means 
deemed appropriate by the contracting agency. 

This matter of transfer of title on such facilities is one of 
the most perplexing and difficult problems of the whole termina- 
tion procedure. As a fundamental principle it cannot be objected 
to since the Government should have the right to take over any 
facility for which it pays in full. Nevertheless, actual: transfer 
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of title is a very difficult thing, and becotnes increasingly in- 
volved when the facility in question is:common to a terminated 
contract and to other contracts of like nature which -have not been 
terminated. It is interesting to note that the original Termina- 
tion Accounting Manual made no reference to the adjusted tax 
basis. This limitation first appeared in the Statement of Prin- 
ciples. It disappeared in the statement of cost standards in- 
tended for use in séveral of the House bills on termination. The 
inference is that experience is already disclosing some practical 
difficulties. 

This point also illustrates the advantage of having cost defi- 
nitions fixed by the Director of Contract Settlement rather than 
by legislation, since a procedure that proves impractical when 
tried out in actual cases can be readily changed when handled 
by directive, but can only be changed with great difficulty if it 
is specified in the law. 

The provision that there must be transfer of title to tangible 
assets will undoubtedly act as a deterrent to a claim for losses 
thereon as part of cost, particularly on the emergency war facili- 
ties subject to the five-year amortization. 


General Experimental and Research Expense 


General experimental and research expense and advertising 
expenses are specifically referred to in the Statement of Cost 
Principles. This, I believe, is helpful, because it brings out clearly 
the intention to allow expenses, which are necessary to the run- 
ning of a business but which may not be specifically related to 
a terminated contract. Experimental and research expenses are 
allowed to the extent consistent with an established prewar 
program or to the extent related to war purposes. This particu- 
lar paragraph needs amplifiation by cost interpretation to bring 
out what is meant by the reference to “established,” and what is 
meant by “consistent.” For instance, many companies had to 
give up general research and development work during the early 
part of the war but may be able to take it up with extra emphasis 
toward the end of the war. Does the word “consistent” relate 
to a similar dollar amount, does it relate to a similar activity, 
Or is it relative? The importance of the second phrase dealing 
with the relation to war purposes lies in the fact that the expense 
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may relate to other war activities than represented by the specific 
contracts on hand and this phrase would permit proper considera~- : 
tion of the expense of a development program on articles for 




































war purposes not covered by contract. I suspect that the ultimate _ 
‘cost interpretation for this class of expense will still be some- 
what broad as there are so very many variations in actual prac- < 
tice that room must be left for dealing with the expense on an of 
equitable basis. Perhaps it will be on items of this kind that - 
the negotiated settlement procedure will be most useful in set- nei 
tling arguments. . a 
Advertising Expense pro 
Advertising expense, like general experimental and research oe 
expense, should be allowed to an extent consistent with a pre- of | 
war program, but, unlike the further provision on research, it-may 
also be allowed to an extent reasonable under the circumstances. Int 
The relation of advertising to a prewar program is relatively | I 
easy to establish, but allowance to an extent reasonable under Ss 
the circumstances will be much more difficult. There is an indi- exit 
cation of the meaning of “consistent with a prewar policy” in . 
the Termination Accounting Manual. Here, again, in a cost oe 
interpretation, room will undoubtedly be left for equitable treat- 
ment. Init 
I would assume that there would be allowed in the overhead A 
the cost of normal programs of advertising and research under- ‘Sa 
taken and carried out in good faith and not undertaken merely the 
because high profits taxes lessen the net cost. Expenditures in 
either class which appear to abuse the privilege will undoubtedly ee 
be challenged. re 
Engineering and Development and Special Tooling pric 
This paragraph of the Statement of Cost Principles is in- “ar 
tended, I believe, to cover generally the items of production en- and 
gineering and the costs of special tooling. Here again, however, ne 
the residue of tangible assets must be accounted for to the Gov- inf 
ernment. A presumption of complete loss without any residual part 
value is quite strong, and the items should be handled with less rate 
difficulty than could be expected in the allowance for loss on cau: 
facilities. { be « 
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Special Leases 


The allowance for leases is quite specific and properly so, be- 
cause the costs involved in leases are those which occur after the 
termination of the contract. Apparently it is the intention to allow 
the cost of terminating the lease or the other costs of rehabilitation 
of the leasehold property which may be required under the lease. 
In this whole section of the statement the philosophy of allowance 
differs quite definitely from the allowances made to contractors 
for use of their own property. The latter ceases when the con- 
tract is terminated or the Government has no further use for the 
property. I assume that only the ratable cost of the restoration of 
the leased premises, for instance, will be allowed in a termination 
claim since the restoration cost applies to the entire period of use 


of the property. 


Interest 


Interest is specifically mentioned, probably because of the dif- 
ference in practice between the services which had previously 
existed. In addition to interest paid or incurred, the new law 
provides for interest payable to the contractor on the amount of 
the settlement at the rate of 2% per cent. 


Initial Costs 


All those costs which occurred at the beginning of the con- 
tract and are generally classified as starting load, including even 
the cost of inefficiencies at the early stages of the contract, are 
specifically stated to be properly applicable to the entire contract. 
This is an extremely important paragraph because it recognizes 
the well-known fact that the early stages of any contract, both 
prior to manufacture and for some time after it is started, are 
periods of abnormal expense. The segregation of initial expenses 
and starting load inefficiencies is important from several stand- 
points. The treatment of this abnormal expense will have an 
influence on the amount of umrecovered costs which are a proper 
part of the claim and also on the determination of the indicated 
rate of profit. Failure to deal with this class of expense may 
cause a presumption of loss on the entire contract which would 
be difficult to rebut. 
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Limitati 

There are a number of basic limitations on cost allowances. 
One is that such special allowances as advertising, research and 
losses on facilities, leases, and tooling shall not be allowed to an 
extent greater than would have been recoverable had the con- 
tract continued to completion. Another is that all of the costs 
shall not exceed the total amount of the contract price of the 
entire contract less any amounts paid thereon. And third, ‘there 
is the very difficult limitation that costs which were charged off 
during the period covered by a previous renegotiation may not 
be subsequently included in the termination settlement if a refund 
was made for such period or to the extent that such charging 
off was shown to have avoided such a refund. 

This question of the effect of renegotiation is perhaps the 
most controversial section of the entire cost statement. It means, 
in effect, where a company has been renegotiated for a given 
year and has made a refund, that failure to include costs in the 
inventory carried forward into the new fiscal year will result in 
not being able to include those costs in termination. In its sim- 
plest terms this prohibition can be illustrated as follows: 

A manufacturer inventories the items applicable to a govern- 
ment contract at normal factory costs excluding the preliminary 
expenses, starting load inefficiencies and other variances, and ex- 
cluding also special tools that have been developed for that con- 
tract. On that basis the inventory may represent, let us say, 60 
per cent of the total cost. The contract is terminated on the first 
day of the new fiscal year. The costs not included in the inven- 
tory price were charged off and affected the amount of the refund. 
The inclusion of those items in costs for the termination claim 
would constitute » double benefit to the contractor particularly 
if the termination turned out to be in a year in which no re- 
negotiation refund would be required. On the other hand, there 
is bound to be a great deal of argument as to whether the com- 
pany received any benefit in charging off such costs. For in- 
stance, the claim may well be made that the beginning of the 
renegotiated year did not carry forward all costs applicable to 
that year of the same kind and nature as the costs that were not 
carried forward at the end of the renegotiated year, and it may 
be demonstrable that the company did not receive any benefit 
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from failure to capitalize the costs later sought to be recovered. 
The claim is likely to be made also that administrative and selling 
expenses are so customarily not included in costs that the failure 
to have deferred them at the beginning of the year is of no sig- 
nificance. 

There is, in addition, a great deal of practical difficulty in the 
way of giving effect to this general prohibition. It is difficult 
enough for the Government in dealing with the prime contract to 
find out whether or not the contractor has previously received the 
benefit of any expenses in renegotiation, but it is almost impos- 
sible for a prime contractor to make such a determination with 
respect to his subcontractor. The chief difficulty will arise, of 
course, in cases where there was no refund but where there is 
no evidence to show whether there would have been a refund on 
renegotiation if the items in question had not been deducted. I 
quite accept the necessity of providing for a consideration of the 
effect of renegotiation because there are many cases where failure 
so to do would lead to a double recovery. It is important that 
the procedures be theoretically sound. The Comptroller General 
is charged with responsibility for reporting to Congress upon 
the adequacy of the procedures to protect the Government and 
a loop-hole on this point might well be quite vulnerable to criti- 
cism. Nevertheless the theoretical uncertainties and the practical 
difficulties are such that it seems to me only time and actual prac- 
tice can determine whether the necessity of the limitation is 
greater than the delay resulting from the extreme practical diffi- 
culties involved. I am one of those who hope that actual prac- 
tice in this connection will be carefully studied and that the cost 
interpretations which may be released on this point will be kept 
sufficiently flexible to permit changes in procedures as such 
changes are indicated. 

This exclusion of expenses of a prior year because of re- 
negotiation, it seems to me, does not also exclude expenses merely 
because they were charged to expense in accordance with the 
company’s regular accounting policy and not carried forward at 
the beginning of the year. It seems to me the intent is quite 
clear that only if there was a benefit in renegotiation are such 
prior year costs to be excluded. 
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Excluded Costs 


There are certain general business costs which are expressly 
excluded from a terminated claim, such as losses on other con- 
tracts and on investments, losses on sale of capital assets, ex- 
penses for life insurance, reorganization, federal income tax liti- 
gation, or prosecution of claims against the Government. It is 
interesting that there is no specific exclusion of federal income 
taxes as expenses, but I have no belief that the failure to exclude 
them by specific reference will give any grounds for the inclu- 
sion of income or excess profits taxes as part of the company’s 
costs applicable to a terminated contract. Reserves for contin- 
gencies and for similar future purposes are also to be excluded, 
as are expenditures due to the negligence of the contractor to 
discontinue with reasonable promptness the incurring of ex- 
penses after the effective date of the termination notice. 

But most important of all is the specific exclusion of expenses 
for reconversion to civilian purposes of the plant and facilities 
either during progress of the contract or at its termination. In 
addition, though this is not covered either in the law or the State- 
ment of Cost Principles, the expenses of the plant or organiza- 
tion made idle by the termination of the contract are not allow- 
able either for the remaining time that would have been required 
to finish the contract or until the plant can again be put to use. 
The Government is in effect substituting procedures which sub- 
stantially guarantee a cost recovery with a reasonable profit 
thereon and quick termination settlements for a long and involved 
process of proving the total profit that would have been allowed 
had the contract been completed. 

The general costs of reconversion of industry to peacetime uses 
are not permitted in the termination procedures. I, myself, have 
no particular quarrel with that decision since there is no reason 
to provide for conversion costs only in connection with the termi- 
nated contracts and not to allow them for companies whose con- 
version problem is just as great but whose contracts have run 
to a conclusion. Nor do I mean to say that I believe conversion 
costs should be paid for specifically by the Government instead 
of through the application of present or improved procedures for 
the carry-back tax provisions. 
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In the same general class as conversicn cost is that of dismissal 
pay. This ordinarily will not be allowed as part of a termination 
claim. This expense also has broad social and political impli- 
cations not related to whether a contractor is allowed to finish 
his contract or required to terminate before completion. 


Profit 


About all that is provided for profit under the law and in 
the Termination Article is that profit shall be reasonable and re- 
lated to the preparations for, and work done on, the terminated 
portion of the contract. It is implied that the rate of profit indi- 
cated by the performance of the contract to date will have a 
substantial bearing. A negotiated settlement leaves the determina- 
tion of reasonable profit to the contractor and the Government, 
but this cannot be negotiated with complete disregard of general 
standards. In case there is not a negotiated settlement, the Uni- 
form Termination Article provides an over-all limitation of 6 
per cent on the total applicable costs and specifically provides 
a limitation of 2 per cent on raw and unworked materials. The 
amount to be allowed on processed materials is not limited ex- 
cept by the over-all percentage of 6 per cent. This same limi- 
tation appears in the uniform article for subcontractors. The 
Navy appears to have been following a fixed profit allowance, 
while the Army in negotiated settlements appears to have been 
dealing on an over-all basis of a reasonable profit. Nevertheless, 
it is to be expected that the standard of profit allowance will 
approach the ceilings provided for in the formula settlement. It 
is also to be expected, if a contractor establishes a reasonable 
profit based on his actual operations, that he may find that the 
specific limit of 2 per cent on raw and unworked materials is 
not available to him. I suspect that even with the negotiated 
settlement the contractor cannot claim the favorable allowances 
of a formula settlement in some respects and eliminate the un- 
favorable allowances of a formula settlement in others. 


Conclusion 


There are myriad questions that have arisen or will arise with 
respect to proper treatment of costs. Some of these will be 
questions of wide application and some will have application 
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only to single problems. The preparation of claims inevitably 
involves a substantial amount of accounting and cost determina- 
tion. It is possible for the requirements for detailed information 
and for audit to be so meticulous as seriously to impede prompt 
settlements. Fortunately, Congress and governmental agencies 
are thoroughly alert to the necessity for minimizing accounting 
and auditing requirements. It can be expected that the procedures 
finally developed will permit the minimum of such requirements 
that is compatible with reasonable protection of the Government's 
interests. Procedures, of course, must be adequate to give that 
reasonable protection, and the Comptroller General is charged 
with reporting to Congress if he finds that the procedures are not 
adequate to do so. Business, however, has a right to ask that the 
overwhelming good of prompt reconversion to peacetime activi- 
ties be the controlling factor in termination procedures rather 
than unnecessary detail in the preparation of claims and in the 
auditing thereof. Reconversion must not be held back by one 
single day because of unnecessary accounting procedures. 
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